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Jackson, Esqg. for the Staff of the New Hanpshire Public
Utilities Conmm ssion.
| . PROCEDURAL HI STORY

The New Hanpshire Public Utilities Comr ssion
(Commission) initiated this docket, by Order of Notice dated
June 28, 2002, to determ ne the appropriate cost of capital for
Veri zon New Hanpshire (Verizon) and to exam ne whether recurring
TELRI C' rates should be nodified to take into account a revised
cost of capital. Motions to intervene in the matter were filed
by el Telekom Inc.(OQel); G obal NAPS, Inc. (d obal NAPS);

Conver sent Communi cati ons of New Hanpshire, LLC (Conversent);

CTC Communi cati ons Corporation (CTC), D eca Comrunications Inc.

1 TELRIC, or total elenment long run increnental cost, has been approved by the
Federal Communi cations Conm ssion (FCC) as the appropriate nethodol ogy for
establishing rates for unbundl ed network el ements.
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d/ b/ a Covad Communi cati ons Conpany (Covad); Freedom Ri ng
Conmruni cati ons, LLC d/b/a BayRi ng Conmuni cati ons (BayRi ng), and
Worl dCom Inc. (now Ml Communications, Inc. and herein referred
toas MCl). In addition, the Ofice of Consuner Advocate (QOCA)
filed its intent to participate on behalf of residential utility
consuners pursuant to RSA 363:28,11.

The Comm ssion granted all notions to intervene at the
Preheari ng Conference held on July 12, 2002. Subsequent to the
Prehearing Conference, the parties and Staff net in technical
di scussions on July 12 and July 18, 2002 regarding the scope of
t he proceeding. Verizon filed testinony on August 30, 2002,
pursuant to the initial procedural schedule.

By Order No. 24,053, on Septenber 16, 2002, the
Commi ssi on approved the parties’ joint proposal for a procedural
schedule. As a result of several notions to conpel responses to
di scovery, change filing dates for rebuttal testinony, and
clarify the scope of the proceedi ng, on Novenber 27, 2002, the
Comm ssion issued Order No. 24,089 clarifying that this cost of
capital investigation pertains both to retail and whol esal e
rates, addressing the discovery issues, and revising the
procedural schedul e.

Verizon filed supplenental direct testinony on
Decenber 13, 2002. The OCA, BayRi ng and Conversent (BR/ C), and

Staff filed direct testinony on January 27, 2003. On March 7,
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2003, Verizon filed a Mdtion to Suspend the Deadline for filing
Rebuttal Testinony, on the basis of the Federal Communi cations
Comm ssion’s (FCC) announcenent of its forthcom ng Triennial
Review Order (TRO. The Conm ssion denied Verizon’s notion,
finding that the parties and Staff could request |leave to file
suppl enental testinmony on the effect of the FCC order if the
order were to issue prior to the hearings in this docket.

The Conmi ssion heard this case on April 22 and 23,
2003, at which tinme the FCC had not issued the anticipated TRO
decision. The parties and Staff filed briefs on May 31, 2003.
By secretarial letter dated June 9, 2003, the Conm ssion
requested that Verizon respond to several post-hearing record
requests. Verizon filed its responses on June 19, 2003. By
letter dated July 9, 2003, the OCAclarified that its Brief
supports the application of a single cost of capital to Verizon
as a whole but, in the alternative, recomends a separate cost
of capital applicable to the whol esale portion of Verizon's
busi ness.

By letter dated Septenber 15, 2003, Verizon requested
that the Conm ssion re-open the record, permt the parties and
Staff to file supplenental testinony explaining how the FCC s
TRO (i ssued August 21, 2003) applies, and schedul e hearings on
t he suppl enental testinmony. On Septenber 17, 2003, the OCA

filed an objected to Verizon's notion; on Septenber 25, 2003,
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MCl filed an objection to Verizon's notion. The Conm ssion
i ssued Order No. 24,237 on Novenber 7, 2003 denying Verizon's
request and taking admnistrative notice of the TRO and of the
FCC s Wreline Conpetition Bureau s subsequent application of
the TROto its Virginia Arbitration O der.
. COST OF CAPI TAL METHODOLOGY AND THRESHOLD | SSUE
OF WHETHER UNE RATES AND RETAI L RATES SHOULD HAVE
SEPARATE COSTS OF CAPI TAL

The parties and Staff have all identified values for
Verizon's cost of equity and cost of debt, and capital
structure. The weighted average cost of capital (WACC) is
determ ned by nultiplying the cost of equity by the percentage
of equity in the conpany’s capital structure, and addi ng that
nunber to the cost of debt, simlarly nultiplied by the
percentage of debt in the capital structure.

For determining a cost of equity, the parties and
Staff all follow Conm ssion practice in utilizing the D scounted
Cash Flow (DCF) nethod. The DCF fornula states that the cost of
equity can be expressed as

K = D,(1+09) +g
F% ,

where k is the cost of equity, Dy is the current annual dividend
on one share of commn stock, Py is the current stock price, and

g is the anticipated growh rate. The parties and Staff each
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applied the DCF net hodol ogy differently, choosing different
val ues for g based on varying theories. They therefore obtained
different results. The parties and Staff ascertained different
val ues for the cost of debt and for a capital structure, as
wel |, based upon different assunptions. The differing val ues
for each of these three conmponents resulted in significantly
different overall costs of capital. The parties and Staff al so
differ in the general approach to this particular cost of
capital determ nation, raising an inportant threshold issue,
i.e., whether unbundl ed network el enments (UNEs) and retail rates
shoul d have separate costs of capital

Veri zon argues that the increased conpetitive and
regulatory risks it faces in New Hanpshire requires a cost of
capital that is significantly above the cost of capital required
during the conpany’ s tenure as a state-sancti oned excl usive
monopoly. According to Verizon, the Conmm ssion nust apply two
different standards in order to properly consider the different
regul atory contexts in which the cost of capital wll be
applied. Specifically, Verizon argues, the Conmm ssion mnust
apply the FCC s forward-1|ooking TELRI C standard to set a
separate cost of capital for whol esale services (i.e., UNEs) and
the traditional rate of return standard to set a cost of capital

for retail services. Verizon presented evidence in support of a



DT 02-110

cost of capital of 12.45% for retail ratemaking and a cost of
capital of 17.93% for whol esal e servi ces.

MCl urges the Comm ssion to set one WACC for Veri zon.
MCl clainms that Verizon's cost of capital should be decreased,
based on the record before the Comm ssion that the market cost
of capital has declined and interest rates are at near-record
lows. According to M, Verizon’s policy clains that increasing
its cost of capital will foster facilities-based conpetition is
unsupported conjecture that does not hold up under scrutiny.
MCI argues as follows: First, the FCC deternmi ned that CLECs are
not required to provide facilities-based services; facilities-
based conpetition is a long term goal but UNE-based conpetition
nmust precede that goal. Second, the Tel ecomruni cati ons Act of
1996 (TAct) recogni zes that Verizon and ot her Regi onal Bel
Operating Conpani es (RBOCs) today enjoy benefits gained as a
result of nonopol y-based econom es of scale that will take CLECs
time to establish. M therefore argues that the Commr ssion
shoul d not allow Verizon to utilize this cost of capital docket
to collaterally attack the federal plan to foster | ocal
conpetition.

According to MCI, Verizon's entire case is based upon
an overstatenent of risk in the UNE market. Verizon's
assunptions about networks that will be rebuilt and abandoned

under TELRI C have no rational basis, M clains and, in fact,
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Veri zon provides UNEs fromexisting facilities that have been at
| east partially depreciated and paid for. M urges the

Commi ssion to disregard that claimand utilize the capital
structure, cost of debt and cost of equity recommended by
BayRi ng and Conversent, which produce an overall cost of capital
of 7.20%

BayRi ng/ Conversent claimthat adopting Verizon's
proposed cost of capital recomrendati on woul d create over-
earnings for Verizon and create an environnment hostile to
conpetition in the New Hanpshire | ocal services market.

The OCA contends that the Conm ssion nust determ ne
whet her Veri zon shoul d be regul ated based upon tot al
jurisdictional plant as determ ned by actual historic investnent
or based upon a new standard that separates assets dependi ng
upon whet her the assets support UNE or retail services. The
first standard is the nore traditional, which the OCA suggests
could be either a straight retail rate of return or a bl ended
retail-UNE rate of return based on a wei ghted average of the
retail and UNE rates of return, corresponding to the percentage
of intrastate assets supporting UNE service and the percentage
of intrastate assets supporting retail service. This
traditional standard would insure that Verizon would receive al
actual costs involved in UNE provisioning, according to the OCA,

and woul d overcone the probl emof under-recovery that Verizon
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raised in this docket, albeit by a subsidy fromretai
consunmers. OCA clains that the second, newer, standard woul d
require the Comm ssion to conduct a rate case to determ ne the
appropriate rate bases for retail and UNE ratenaking. The OCA
points out that, under this second standard, Verizon would run
the risk of under-recovering the costs of providing UNEs and
t hat sharehol ders woul d bear any investnent recovery shortfall.

The OCA concl udes that the Conm ssion should follow
the first, nore traditional standard with a straight retail rate
of return of 8.14% applied to the total rate base. The OCA
argues that a bl ended rate should not be applied because that
would result in a windfall for Verizon. On the theory that the
assets supporting UNEs are mniml conpared to total rate base,
t he OCA contends that any subsidy fromretail ratepayers will be
insignificant and is far outwei ghed by the costs involved to
separate Verizon assets.

In the alternative, should the Conmm ssion decide that
a different cost of capital should be applied to UNE rates, the
OCA argues that a nore realistic debt-to-equity ratio of 35:65
shoul d be recogni zed and a forward-I|ooking cost of debt of 6.79%
shoul d be applied. The resulting separate cost of capital for
UNEs woul d then be 9.45% capturing, according to the OCA, the

total risk of UNE service.
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Staff reconmmends an overall cost of capital of 8.184%
based on its recomended capital structure, cost of debt, and
cost of equity. This anmount is based upon Staff’s concl usion
that current market conditions signal an unanbi guously | ow
opportunity cost of funds.

Staff’s approach to the docket rejects Verizon's
argunments that TELRIC principles apply to this case, except
possibly with regard to the small portion of Verizon' s business
t hat provi des whol esal e services at TELRIC prices. The
traditional rate of return regulation to obtain just and
reasonabl e rates as set out in Federal Power Comm ssion v. Hope
Natural Gas, 320 U.S. 591, 88 L.Ed. 333, 64 S.Ct. 281 (1944) and
Bluefield Water Works v. West Virginia Pub. Serv. Comm 262
U S. 679, 67 L.Ed. 1176, 43 S.Ct. 675 (1923), (Hope and
Bl uefield, respectively), including reliance on book val ues,
W Il best serve the interest of the New Hanpshire public, Staff
mai ntai ns. Nonet hel ess, Staff al so argues that its cost of
capital calculation conplies with TELRIC principles to the
extent necessary, since the cost of capital is intrinsically

f orwar d- | ooki ng.
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[11. POSITIONS OF THE PARTI ES AND STAFF
A CAPI TAL STRUCTURE

1. Verizon

Verizon's witness, Dr. Vander Wi de, reasons that
econom ¢ theory and TELRIC principles require the Comm ssion to
estimte Verizon's capital structure by using “market val ue”
rat her than book value. Verizon recomends the Conm ssion
determne a capital structure for the conpany based upon the
average market value capital structure of a proxy group of
conpetitive industrial conpanies and a group of
t el ecommuni cati ons conpanies with Incunbent Local Exchange
Carrier (ILEC) subsidiaries. (Ex. 1 p. 49) Since the average
mar ket val ue capital structure conmputed by Verizon for the proxy
group was no nore than 25% debt and 75% equity during the | ast
five years (Ex. 1, Table 2, p. 50), Verizon recomrends 25% debt
and 75% equity for its capital structure.

I n support of this contention, Verizon argues that
econom sts neasure the percentages of debt and equity in the
capital structure by first calculating the market values of the
firms debt and the firms equity, then calculating the ratio of
those values. (Ex. 1, p. 18.) According to Verizon, managers
anal yzing capital structure in this way can best choose a
financing strategy to maxim ze the value of the firm (Ex. 1, p.

19.) Verizon also asserts this definition is wdely accepted in
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ot her contexts such as real estate. Further, Verizon’s wtness
argues that rational nmanagers would not commit resources to
i nvestnments in new nmarkets unl ess the expected return on the
mar ket val ue is expected to be greater than or equal to the
firms cost of capital, neasured on a market val ue basis. (Ex.
1, p. 20.) Finally, Verizon cites the FCC s Local Conpetition
Order for the proposition that UNE costs nust be determ ned by
TELRI C anal ysis that excludes enbedded or historical costs. LCO
at Y 673.

The effect of using a capital structure based upon
book val ue rather than market value, Verizon argues, would
i ncrease a conpany’s risk of falling into bankruptcy, and
therefore raise its cost of capital. H ghly |leveraged start-up
conpani es, Verizon points out, have experienced high failure
rates in the tel ecomunications industry.

Veri zon states that other parties incorrectly include
a short term debt conponent to determ ne capital structure.
Because it characterizes short termdebt as working capital,
Veri zon avers such debt should not be included in the investnent
conponent of UNE costs.

2. M

MCI recommends the Conmm ssion adopt the capital
structure put forth by BayRi ng/ Conversent, one that reflects the

book val ue capital structure of the consolidated Verizon
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conpany, Verizon Conmunications Inc. According to M, the
consol i dated capital structure is a suitable proxy for what
Verizon would use if it were to seek financing for all of its
i nvestments and operations now.

MCl opposes Verizon's proposed market val ue capital
structure as neither representative of how managenent actually
rai ses capital and manages capital structure, nor how investors
make i nvestnent decisions. Ml argues that book val ue i s what
Verizon reports to the Securities and Exchange Conm ssion, not
mar ket val ue structure. Further, MCl clains that, as of
Sept enber 30, 2002, Verizon Communi cation’s nmarket val ue
capital structure was 58% equity and 42% debt, markedly
different than the 75% 25% structure Verizon w shes to adopt
her e.

MCl objects to Verizon's characterization of a book
val ued capital structure as not forward | ooking and contrary to
TELRIC principles. Ml avers that such a characterization is
m sl eadi ng, because the book value itself is to be used to
predict the future capital structure that Verizon would use to
finance future investnent and operations. Ml argues the
capital structure proposed by BayRi ng/ Conversent is forward-
| ooki ng.

MCl al so opposes Staff’s proposal to use Verizon New

Engl and’ s book value capital structure. M points out that
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Veri zon New Engl and, as a wholly owned subsidiary of another
whol | y owned subsi diary of Verizon Conmuni cations Inc., can
report a book value that does not reflect the actual sources of
financing. Therefore, MI recommends using the capital
structure of the ultimte corporate | evel where financing

deci sions are accurately reflected.

MCl agrees with BayRi ng/ Conversent that short term
debt shoul d be accounted for in the cost of capital calculation.
In support, Ml argues that Verizon itself concedes that short
termdebt is present in the capital structures of the S&P
i ndustrials that Verizon clains are conparabl e.

3. BayRi ng/ Conver sent

BayRi ng/ Conver sent reconmend using the capital
structure actually inplenented by the managenent of Verizon
Conmuni cations, Inc., the ultimte parent of Verizon NH
Verizon Communi cations’ capital structure is appropriate,
according to BayRi ng/ Conversent because: (1) Verizon NH is not
publicly traded; (2) the parent has a vested interest in the
subsidiary’ s debt |level; (3)the parent can issue debt that wll
be reflected as equity by the subsidiary’s internal books and,
simlarly, the sumof the subsidiaries’ booked equity may exceed
the total consolidated equity of the parent; (4) the parent uses
buyback transactions to reduce its own |evel of equity w thout

i npacting the books of its subsidiaries; (5) the higher risk
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| evel of other Verizon subsidiaries puts upward pressure on the
| evel of common equity in the capital structure; (6) other
states have used the capital structure of Verizon Communi cati ons
to determine UNE rates; and (7) Standard and Poor’s uses the
parent conpany’s capital structure to determ ne creditworthiness
in order to avoid accounting and bookkeepi ng mani pul ati ons.
Accordi ng to BayRi ng/ Conversent, the capital structure reported
by Verizon Comrunications, Inc. is 37.60%equity, 51.70% | ong
termdebt, and 10.70% short term debt.

Use of the parent’s capital structure,
BayRi ng/ Conversent argue, will produce the | owest overall cost
of capital in the long-run for both UNE and retail operations of
Verizon. They further argue that use of this structure is
TELRI C conpliant (Exh. 3, at 12-13) because it recogni zes that a
carrier attenpting to replicate the Verizon network would strive
to obtain the nost favorable financial picture.
BayRi ng/ Conversent posit that since equity costs nore than debt,
and its return is subject to incone taxation, the nost favorable
financial picture nmeans using the small est anmount of common
equity that is reasonable, i.e., the snmallest anount that can be
carried without jeopardizing the conpany’s ability to attract
bond investors or increasing the cost of debt.

BayRi ng/ Conversent contest Verizon s assertions that

Verizon NH s operations are financed by retained earnings and
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the debt of Verizon New Engl and. BayRi ng/ Conversent claimthat
this is the kind of accounting manipul ation that Standard and
Poor’ s avoids by looking to the parent’s capital structure. For
t he sane reason, BayRi ng/ Conversent also argue that Staff’s use
of the capital structure of Verizon New England is not
justified.

BayRi ng/ Conver sent support the use of a book val ue
capital structure. They contend that book val ue, being the
actual investnent nmade by equity investors in a conpany,
reflects the way nanagenent raises capital for current and
future investnents: by denonstrating it provides safe and
adequate service at prices that attract custoners.

Mar ket val ue capital structure, they point out, is not
used by rating agencies and is not the forward-1|ooking capital
structure responsi bl e managenent uses to decide how to fund new
i nvestnments. Book value is the standard practice used by state
regul ators, whereas, market value is not used, according to
BayRi ng/ Conversent. BayRi ng/ Conversent declare that states are
W se not to use market value capital structure because its use
woul d be inconsistent with the United States Suprene Court’s
findings in Hope. BayRi ng/Conversent argue that, contrary to
Hope, market value capital structure would result in an upward
spiral where higher stock prices would produce higher incone

requi rements and vice versa. They further contend that TELRI C
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conpel s only that telecomunications equi pnment nust refl ect
mar ket costs for rate setting purposes. They argue that TELRI C
does not conpel a capital structure that reflects market val ue.

Refl ecting the fact that a conpany can incur both | ong
term and short termcosts of debt, BayR ng/ Conversent maintain
that both should be accounted for in determ ning a wei ghted
average cost of capital.

4. OCA

The OCA recommends the Conm ssion adopt a capital
structure for Verizon in which the debt to equity ratio is
55:45. This represents an average of the reported capital
structure of Verizon New England at year end 2000, year end 2001
and as of June 30, and Septenber 30, 2002. The OCA cl ai ns that
this average is close to Verizon New Hanpshire's capitalization.
This use of a longer-termhistorical average rather than a nore
recent value, in the opinion of the OCA witness, IS nore
appr opri ate.

5. Staff

Because Verizon is not required to report the capital
structure for the State of New Hanpshire affiliate, Staff
recommends the Comm ssion use the capital structure reported by
Verizon New England. Staff’s testinony recomends using the
reported book val ue of equity and debt as of June 30, 2002:

44.784% equi ty and 55.216% debt. Staff posits that this capital
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structure is a conservative estimte of the current book val ue
gi ven that Verizon has since continued to carry short term debt
and increased its long termdebt anobunt to above 59%

Staff argues that book val ue of debt and equity is
appropriate for determning the capital structure rather than
the use of market val ue as Verizon proposes. According to
Staff, inporting TELRI C net hodol ogy for setting UNE rates, which
Verizon raises as the justification for applying market val ue,
to determne all regulated rates of a conpany, would not be
rational. Staff points out that TELRI C net hodol ogy does not
apply to the S&P conpani es that Verizon chooses for its sanple
conpanies in determning a cost of capital and, furthernore,
only a small fraction of Verizon s business deals w th UNEs.

Staff argues that because CLECs are currently making
new i nvestnments in network elenents in order to commence
busi ness, CLECs have incentive to build their networks as the
TELRI C net hodol ogy suggests, by choosing the nost efficient
technol ogy and by taking wire centers as given. Staff asserts
that CLECs m nim ze their wei ghted average cost of capital by
utilizing nore | ow cost debt than equity in their capital
structures. CLECs’ current costs of capital are very different
fromthat proposed by Verizon and, Staff argues, that a forward
| ooki ng capital structure would | ook nore |ike that of the

CLECs, (e.g., conpanies who have operational characteristics
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simlar to the assunptions required by TELRIC) than Verizon’s
mar ket based capital structure.

Staff also argues that the market val ue capital
structure that Verizon proposed is not a cal culation that
managenment uses when deci di ng whether to seek capital to finance
assets. Investors do not rely on market-val ue information
either, Staff states, since that information is rarely
publ i shed.

B. Cost of Debt

1. Verizon

Agai n declaring that the TELRI C standard requires UNE
rates to reflect the cost of reconstructing its network using
the nost efficient technology at the tine rates are set, Verizon
reconmends a cost of debt of 7.40% The recommendation is the
average yield to maturity on Mbody' s A-rated industrial bonds
for April 2002, as reported in the Mergent Bond Record.
According to Verizon, 7.40%is a conservative estimate as it
does not include flotation costs, i.e. financing costs, that the
conpany would incur if it were to i ssue new debt to reconstruct
its network.

2. M

MCI mai ntains that Verizon's argunents in support of
usi ng market rates should apply to the cost of debt. The record

evi dence, according to MCl, shows that the market interest rate
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for Verizon's long termdebt as of January 17, 2003 was 6.315%
MCI avers that this figure is lower than the figure put forth by
Verizon and |lower than the figure put forth by the OCA because
it is nmore current than the April 2002 and October 2002 rates
that Verizon and the OCA reported. According to M, interest
rates have fallen since that time and MCl’s rate is the nost
current rate in this record.

MCI recommends t he Conmmi ssion adopt 6.315% as the rate
for long termdebt and 2% which is undisputed in this docket,
for short term debt.

3. BayRi ng/ Conver sent

BayRi ng/ Conversent reconmend the Commi ssion set cost
of debt based on what it would cost Verizon to issue debt today.
BayRi ng/ Conversent contend that the current cost of long term
debt is 6.43% and the current cost of short termdebt is 2%

The 2% short term cost of debt that BayRi ng/ Conversent reconmend
was not contested in this docket.

BayRi ng/ Conversent arrived at the long term cost of
debt by adding the 0.45% interest rate spread fromthe
BondsOnl i ne website to the 5.98% cost of Aaa-rated corporate
debt as reported on the sanme website. BayRi ng/ Conversent
conducted a reasonabl eness check on that resulting rate of 6.43%
by conparing it to the yield to maturity, 6.325% on Verizon New

York non-cal | abl e bonds that mature on April 1, 2032.
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4. OCA

The OCA recommends applying different costs of debt to
the retail portion and the UNE or whol esal e portion of Verizon's
busi ness. For the retail portion, the OCA reconmends using an
enbedded cost of debt of 7.051% and for the whol esal e portion,
the OCA recomrends using the margi nal cost of debt of 6.79%
which is the average of A-rated utility bond yields for the
period of Septenber 20, 2002 through Cctober 25, 2002.

5. Staff

Staff utilizes the cost of debt that Verizon New
Engl and carries on its books, 7.051% which is the cost of debt
reported on June 30, 2002. Staff argues this value is directly
observabl e and can therefore be used w thout further estimation.
Staff al so points out that using the enbedded cost of debt is
consistent with the regulatory practice of calculating a cost of
capital based on the regul ated conpany’ s cost of debt rather
than that of a proxy group, as Verizon reconmends.

C. Cost of Equity

1. Verizon

Verizon proposes a Cost of Equity of 14.13% For its
application of the DCF nodel, Verizon chooses 108 Standard and
Poor (S&P) industrial conpanies as a proxy group. Verizon
argues that this proxy group is appropriate because a forward-

| ooki ng cost determ nation nust assunme a conpetitive market.
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Veri zon submts that the S& Industrials are a conparabl e proxy
group because there are no publicly traded conpani es that have
built a network solely to provi de whol esal e services, and
because the S&P Industrials face risks simlar to those faced by
| ncunbent Local Exchange Carriers (ILECs). Verizon avers that
the S&P sanple is a conservative proxy because those conpani es
actually face less risk than Verizon. In support of this claim
Veri zon argues that |ocal conpetition in New Hanpshire is

wi despread and there is a daily increasing risk fromloca
wireline and wirel ess conpetitors. Verizon also argues that the
proxy conpanies relied on by Staff and the intervenors in this
docket are inappropriate. According to Verizon, Staff’s sanple
of tel ecommuni cations holding conpanies is “too small to
provi de a broad set of teleconmunications services over a w de
geographic area” (Verizon Brief p. 22) and the Intervenors’
sanple of reqgulated utilities do not face the sane risks
encountered by Verizon in New Hanpshire.

Veri zon enpl oys a one-stage DCF cal culation to
determ ne the cost of equity. Verizon attacks Staff’s use of
the three-stage version, claimng that it failed tests conducted
by Verizon’s witness to check its reasonabl eness. Verizon's
W tness applied the three-stage version to the S&P I ndustrials
and the S&P 500 and conpared the resulting costs of equity.

Verizon's witness clains that he obtained | ower costs of equity
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for conpani es that should be considered higher risk investnents,
contrary to reason and expectation. The Verizon w tness also
conpared his three-stage DCF results with reported Val uelLi ne
betas, a publicly avail able neasure of risk. The Verizon

Wi tness’s application of the nodel also produced costs of equity
less than the yield on Arated utility bonds and, in a

conpari son of the average growth rates in the three-stage
version to price/earnings ratios, Verizon’ s w tness obtai ned
growmh rates he stated were unrelated to stock prices as
reflected in the price/earnings ratio.

For the dividend conponent, Verizon’s DCF recognizes
that “dividends are paid quarterly and that Verizon would have
to pay flotation costs to finance a reconstruction of its
network as assuned by TELRI C standards.” Verizon Brief, p. 26.
Verizon argues that the Intervenors fail to account for these
two considerations.

For growth rate, Verizon uses the |I/B/E/S/ consensus
anal ysts’ growh estimtes for the S& I ndustrials. Verizon's
rationale is that investors rely on analysts’ forecasts and
investors are the rel evant standard.

2. M

According to MClI, the accuracy of the DCF node
depends on accurate identification of the growh rate assuned by

investors. M argues that the earnings growh rate nust be
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sustainable. In MI’s view, Verizon s assunption of 12.22%
annual growth, forever, is unsustainable and unreasonable. M
points out that the record shows that the highest |ong-run
grow h forecast for real gross national product is approxinmately
2.5% annual ly. Furthernore, Ml clains that Verizon provides no
defense of its prediction other than to state it is based upon
anal ysts’ growh forecasts published by I/B/E/S/. Since
investors are well aware that anal ysts’ earnings projections my
be bi ased upwards, MCl declares, Verizon is unreasonable to
assume that those investors will give the projections full
credence. M therefore pronounces that Verizon fails to neet
its burden of proving the reasonabl eness of its estimte of the
cost of equity.

MCl believes that both Staff and BayRi ng/ Conver sent
wi t nesses denonstrated the reasonabl eness of their estinmated
cost of equity. MI recommends that the Conm ssion adopt a cost
of equity between 9.581% and 9. 75% the respective estimtes of
those witnesses. M supports Staff’s three-stage DCF version,
concluding that it estinmates a sustainable long-run gromh rate
by conbi ning and weighting different growth rates, based upon
forecasted and historical earnings and dividends for three
peri ods.

MCI al so approves BayRi ng/ Conversent’s DCF net hodol ogy

because it confornms to MCI's prem se that anal ysts’ forecasts
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are not an accurate statenent of the sustainable | ong-run growh
expected by investors.

3. BayRi ng/ Conver sent

To cal cul ate Verizon’s cost of equity,
BayRi ng/ Conversent used both a single-stage and a nulti-stage
version of the DCF nmethodol ogy and both an infl ation-based
approach and an historical approach to the risk prem um CAPM
nmet hodol ogy. The cost of equity BayRi ng/ Conversent recomrend as
a result of these calculations is 9.75%

For the DCF met hodol ogy, BayRi ng/ Conversent chose
conpari son groups of conpanies: a group of three large publicly
traded tel ephone hol di ng conpani es, a group of electric
conpani es, gas conpani es, and water conpanies. The inclusion of
hi gher risk tel econmuni cati ons conpani es that contain
unregul ated service provi ders bal ances the inclusion of the
lower risk regulated utility conpani es, BayRi ng/ Conversent
prof ess, and produce an outcone neither too high nor too | ow.
BayRi ng/ Conversent point out that their cost of equity was,
until making a capital structure adjustnent, virtually the same
as found by Staff.

In applying the constant growmh form of the DCF
formul a, BayR ng/ Conversent argue that growh shoul d be
gquantified in a nmanner that ensures that the retention rate used

to conpute the dividend yield is the sane as the retention rate
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used to conpute growh. Therefore, they argue, the total anount
of future expected earnings allocated in aggregate to dividends
and growth wll be sonething other than 100% ear ni ngs, thus
validating the results. (BayR ng/ Conversent Brief, p. 31.) The
mul ti-stage formof the DCF formula used by BayRi ng/ Conver sent
uses Val ueLine projections for the early years. For the later
years, going out to 40 years, BayRi ng/ Conversent use a formula
mul tiplying the future book val ue per share by the future
expected earned return on book equity.

BayRi ng/ Conver sent conducted a ri sk prem um CAPM
exam nation of the rel ationship between earned returns on conmon
st ocks and earned returns on bonds since 1926 by | ooking at a
conparison of the “30 Year Myving Average of Return on Large
Common St ocks” versus Corporate and Treasury bonds. The risk
prem um CAPM nodel denonstrates a clear downtrend in risk
prem uns, according to BayRi ng/ Conversent.

In rebuttal to Verizon’s clains, BayRi ng/ Conversent
assert that Verizon’s witness’s inplenentation of the DCF net hod
contains at |least five significant flaws. First, relying only
on earnings per share gromh forecasted for the five years from
2001- 2006 as a proxy for long termgrowth nakes the
mat hematically i nperm ssible assunption that such growth
forecasts will continue forever. According to

BayRi ng/ Conversent, this is incorrect in a DCF fornula that
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requires a long termsustainable growh rate. Mre
sophi sti cated nodel s, BayRi ng/ Conversent claim conpare the
sust ai nabl e growh rate using the future expected value of “r”
ina®“b x r” conputation (retention rate nultiplied by future
expected return on book equity). Furthernore,
BayRi ng/ Conver sent argue that such forecasts have been shown to
have an habitually upward bias and therefore using anal ysts’
five year earnings for shared growh rates in the DCF formul a
will overstate the growh rate and the cost of equity.

Second, BayRi ng/ Conversent claimthat Verizon uses a
group of the S&P Industrials that is not conparable. They cite
the Suprenme Court’s decision in Verizon v. FCC 122 S.C. 1646,
1662 (May 13, 2002) for their belief that ILECs have a
t remendous conpetitive advantage that woul d preclude conpetition
in an unregul ated world. BayRi ng/ Conversent conclude that the
regul ated retail portion of Verizon Comrunications faces
relatively low risk. For that reason, BayRi ng/ Conversent argue
Verizon’s sanple group is not reasonable. BayRi ng/ Conversent
al so argue that Verizon’s UNE business is low risk. |n support,
BayRi ng/ Conver sent point out that Verizon has no obligation to
provide the facilities if the elenents are not already
avail abl e, thus renoving any investnent capital risk.

Third, BayRi ng/ Conversent claimthat Verizon

incorrectly adjusts dividend yield upward by conpoundi ng
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quarterly. Wile it is true that conpanies typically pay
di vidends quarterly, BayRi ng/ Conversent deny that the effect is
to increase growh. They assert that growth is suppressed when
a conpany di sperses cash to shareholders. |If the effect of
dividends is to be conpounded quarterly, BayRi ng/Conversent
argue, the return on equity that a conpany receives shoul d be
conpounded daily. They contend that this would result in
obtai ning a higher return on equity than that authorized and
therefore a | ower authorized return would be appropri ate.
Fourth, BayRi ng/ Conversent claimthat Verizon
i nproperly elimnates conpanies fromthe DCF analysis if the
i ndi cated cost of equity was outside a particular range.
BayRi ng/ Conversent argue that this action predeterm nes the DCF
result as md-way between the A rated bond rate and 20% an
upward skewi ng that automatically invalidates Verizon's results.
Fifth, BayRi ng/ Conversent claimthat Verizon
i nproperly includes a 9 basis point financing cost (flotation)
al l onance. BayRi ng/ Conversent argue that Verizon has not issued
new common equity for years, and that such small costs are
elimnated in rounding error, and that Verizon has a market-to-
book ratio in excess of 2. This last factor means that external
financing is profitable rather than an expense, BayRi ng/

Conver sent cont end.
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4. OCA

The OCA contends that Verizon's proposed cost of
equity should be rejected by the Comm ssion. The OCA argues
that Verizon made an incorrect choice of S& industrials as its
sanpl e group because those conpani es face higher risks than the
| ocal exchange operations of tel ephone conpanies. In addition,
the OCA argues that Verizon has not adequately supported its
deci sion to exclude dividends fromthe grow h conponent of the
DCF nodel. According to the OCA, there is no significance to
the fact that projected earnings growth al one determ nes
price/earnings ratios nore accurately than historical growth
averages do alone, at l|least for cost of capital determni nation.
The OCA points out that no participant in the docket relies
solely on historical growmh averages. Therefore, the OCA
contends, Verizon’'s cal culation produces an incorrect result.

For its own determ nation of a cost of equity for
Verizon utilizing the DCF nodel, the OCA chose to analyze three
sanple groups. The first group is the tel ecomrunications
hol di ng conpani es |ike Verizon Comuni cations. The OCA
considers themnore risky than | ocal exchange operations and
perfornms the analysis to establish an upper boundary for a range
of reasonable rates. Because that group is small, the OCA al so
performs an anal ysis of regul ated i nsurance conpani es. Lastly,

to establish a | ower boundary of reasonabl eness, the OCA
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anal yzed the cost of equity for lower risk gas distribution
utilities.

The OCA contends that establishing a range of
reasonabl e cost of equity percentages neets the | atest and nost
conprehensive review of the |aw applicable to ratemaking in New
Hanpshire, Appeal of Conservation Law Foundation, 127 N. H 606
(1986). In that case, the Supreme Court recognized that a rate
of return nust fall “within the zone of reasonabl eness, neither
so lowas to result in a confiscation of conpany property, nor
so high as to result in extortionate charges to customers.” Id.
at 635. Appeal of Conservation Law Foundation also reiterates
the “conparabl e earnings” test set out in Bluefield, which the
OCA notes nust exclude returns that are conparable to those of
especially profitable or specul ative busi ness enterprises. The
OCA posits that, given the tel econmunications market, CLECs nay
fall into the category of highly specul ative busi ness
enterprises but that Verizon does not.

The OCA established a range of equity cost estinmates
bet ween 10.50% and 11.75% The 10.50% figure is the upper
boundary of the range for gas distribution conpanies; the 11.75%
is the | ower boundary of the range for tel ecommunications
hol di ng conpanies. The OCA then testified that, inits
j udgnment, 10.875% woul d be the correct allowable cost of equity

for Verizon. However, in its post hearing brief, the OCA
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reconmmended a lower rate. The OCA applied the principles set
forth in Appeal of Conservation Law Foundation to nake a
recommendati on that the Conm ssion set the cost of equity for
retail rates by averaging the results of the four methodol ogi es
enpl oyed by the OCA witness to obtain a cost of equity for gas
di stribution conpanies. According to the OCA, the outcone using
the average of a CAPM a Mdified Earnings/PE anal ysis, a market
to book ratio analysis and a DOF produces an appropriate cost of
equity for Verizon of 9.48%

The OCA reasons that the cost of equity should be set
at this |Iower rate because of the followng: (1) gas
di stribution conpani es represent the proper conparabl e sanpl e,
(2) ratemaki ng case | aw does not hold that increased risk is
foll owed by an automatic increase in rate of return to
i nvestors, see, Appeal of Public Serv. Co. of NNH 130 N.H 748
(1988); (3) Verizon managenent’s behavior, as indicated in
Exhibit 48 resulted in the acquisition of additional debt and
equity, when all could have been avoi ded by distributing fewer
di vi dends to sharehol ders, while at the sanme tine capita
expenditures were reduced; and (4) Verizon's lack of any need to
attract capital. In a rate case, the OCA argues, the Conm ssion
may | ook at the actual circunstances of the utility when
establishing the rate of return within the range of

r easonabl eness.
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The OCA al so rai ses an argunent agai nst raising
Verizon's cost of equity based upon Market Street R Co. v.
Commin, 324 U. S. 548 (1945). The New Hanpshire Suprene Court
referred to Market Street approvingly in Petition of PSNH 130
N. H 265, 277, 539 A 2d 263, 275 (1988), when hol di ng that the
Hope |ine of cases does not guarantee net revenues that wll
preserve a conpany’s financial integrity. In Market Street R
Co., the U S. Suprenme Court dealt with a regul ated streetcar
conpany threatened by conpetition froman unregul ated conpany.
The Court found it had no obligation to revive the value of a
conpany whose “’zenith of opportunity’ has been eclipsed by the
operation of economc forces.” Market Street, 324 U S. at 554.
The OCA inplies that the sanme situation pertains in this docket.

5. Staff

Staff recomends the Comm ssion adopt a cost of equity
of 9.581% for purposes of this docket. In applying a three-
stage version of the DCF nodel to Verizon, Staff chose a sanple
of three tel ecommunications firns fromthe Val ueline financial
dat abase with conparable risk profiles, positive dividend and
earni ngs growth on average over the last five years, and other
simlarities to Verizon. The sanple is small but, Staff avers,
sufficient to create reliability based on the systematic
sel ection process. Because the sanple possesses |evels of risk

and operating and investnment profiles that are simlar to
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Veri zon, according to Staff they can confidently be said to be
subject to simlar risk exposures in the future.

The sane cannot be said of the sanple of firns Verizon
chose for its calculation, the S& Industrials, Staff clains.
Staff argues that Verizon's sanple is based only on the
whol esal e portion of its business, a very snmall portion that is
not representative of Verizon as a whole.

Staff rebuts Verizon’s contention that the beta val ue
of S&P Industrials are conparable to the beta val ue of Veri zon,
beta being a risk nmeasurenment often relied upon by state
conmm ssions. According to Staff, Verizon based its claimon
data that was incorrectly derived froman abbreviated sunmary of
Val ueLi ne betas, as reported in Exhibit 58. The data that
shoul d be consulted, Staff argues, is the underlying Val ueLine
data whi ch shows that Verizon and other RBOCs have a
significantly | ower beta and therefore a |ower risk than the S&P
| ndustrial s.

Staff chose to apply a three-stage version of the DCF
nodel rather than the one-stage version relied upon by the
Comm ssion Staff in the past. The one-stage version is prem sed
upon a single growh rate that is assuned to continue ad
infinitum Staff argues that a cost of equity cal cul ated by the
one-stage version will produce gromh rates of dividends and

earnings that consistently either under- or over-perform
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conpared to the growh capacity of the econony as a whole. To
protect agai nst that unreasonable overly positive or overly
negative forecast, the three-stage version produces a growh
rate that converges to the long run growmh rate of the econony
for time periods beyond the ValueLine forecast. Staff cites
| bbot son’ s 2002 Val uation Edition Yearbook for the proposition
that the expected long run growth rate of the econony is an
i ndefinitely sustainable gromh rate. Accordingly, Staff argues
that the three-stage version is a better nodel for the
Commi ssion to rely on for calculating cost of capital.

Staff’s application of the DCF nodel includes
di vidends as well as earnings forecasts in the growth conponent,
as directed in the Comm ssion’s prior decisions. Staff
recormends an equal weighting (50-50) of dividend growth and
earnings gromh. Staff points out that, according to the
Comm ssion’s decision in EnergyNorth Natural Gas, Inc., 78 NH
PUC 117 (1993), a growth rate that does not include dividends
and relies only on earnings forecasts will not provide an
accurate return on equity. The EnergyNorth decision, Staff
contends, is supported by well -respected economc literature.
For exanple, Staff points to Morin, Utilities’ Cost of Capital
(1984), at pp. 123-133. According to Mrin, Staff says, using
earnings growth alone is inadequate because earnings per share

are apt to be nore volatile than dividends per share.
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In addition to rejecting Verizon’ s proposed growth
rate because it is based solely on analysts’ earnings forecasts,
Staff opposes Verizon's 12.2%growth rate as bei ng unsustai nabl e
over time. Since the annual nom nal |ong run sustainable growth
rate of the econony has been identified by Staff as 5.5% Staff
contends Verizon’s proposed growh rate is too high for use in
t he DCF cal cul ation

D. Ri sk Prem um

1. Verizon

Verizon estimates an overall weighted average cost of
capital of 12.45% for use in calculating retail rates. In
addition, on the basis of an article by Copel and and Weston® for
descri bi ng a net hodol ogy for val uing cancel abl e operating
| eases, Verizon recommends the Conm ssion suppl ement that
overall weighted average, to calculate UNE rates, with a risk
prem um of 5. 489%.

The risk premumis necessary, according to Verizon,

because of the additional risk of setting UNE rates assun ng

2Copel and and Weston, A Note on the Evaluation of Cancel able Operating Leases,
Fi nanci al Managenent (Sumrer 1982) (Exh. 1, Attachnment A).

3The anmpunt of the risk premiumwas calculated by (i) recognizing the

di fference between a fixed-rate, non-cancel able financial |ease and a
cancel abl e operating lease; (ii) using available data on the forward-Iooking
i nvest ment, operating expenses and depreciation for the Comm ssion-approved
Veri zon tel econmuni cati ons network in New Hanpshire; (iii) using a standard
met hodol ogy for valuing the CLECs’ option to renew their UNE | ease at | ower
rates when rates are reset to reflect the supposedly | ower cost of new
technol ogy or to cancel their |eases altogether; and (iv) conparing the
required rate of return on a fixed-rate, non-cancel able financial |ease for
Verizon NH s network to the required rate of return on a cancel abl e operating
| ease for this network.
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construction of a tel ecomunications network using the nost
efficient current technology while at the sane tine offering
CLECs the option of canceling UNE | easing contracts. Verizon
posits that recent tel ecommunications industry history proves
t hat conpani es and i nvestors recogni ze the enornous risk of such
investnments, a risk that is not reflected in stock prices. The
conpani es whose stocks are publicly traded, unlike Verizon New
Harmpshire®, dedicate only a small portion of their business to
cancel abl e | eases; therefore, their stock prices do not reflect
t he amount of risk involved in a UNE conpany, that is, one
devoted entirely to providing cancel able | eases. Further,
according to Verizon, the proxy conpanies are not regul ated and
therefore are not subject to the TELRI C standard. Verizon
argues that failure to include regulatory risk will send
i ncorrect economc signals to both conpetitors and to incunbent
carriers.

2. M

MCl di sputes Verizon’s assertion of additional risk
attributable to TELRI C regul ati on, as expl ai ned at the beginning
of this section. M also disputes Verizon’s assertion of
actual risk in the New Hanpshire nmarket. According to MCl, the

Commi ssi on has concluded in past litigation that such risk is

“Verizon New Hanmpshire is a subsidiary of Verizon New England which, in turn,
is a subsidiary of Verizon Conmuni cati ons.
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anal yzed and accounted for by investors and is therefore

mani fest in the market price of common stock. Ml contests
Verizon's statenent of a financial truismthat “the higher the
ri sk, the higher the cost of capital.” The correct fornulation,
MCI maintains, is “the higher the non-diversifiable risk, the

hi gher the cost of capital.” 1In this case, investors can

t hensel ves diversify risk and Verizon need not do so.

MCI al so chal |l enges Verizon’s assertion that it faces
a strong threat to its profitability which nust be addressed by
i ncreasing the cost of capital. According to MCl, the record
shows that demand for both retail and whol esal e access |ines
continues to grow, including interstate special access lines.
Interstate access |lines should be included in the Conmm ssion’s
anal ysis, MIl avers, because the point is that the lines are in
use - not that they are jurisdictionally interstate - and,
furthernore, a substantial portion of the traffic on such lines
is actually intrastate anyway.

MCl dism sses the risk prem um Verizon attaches to the
wei ght ed average cost of capital for UNEs as imagi nary and
irrelevant. The assunptions necessary to anal ogi ze a | ease
contract that is cancelled, leaving the entire network stranded,
cannot be taken seriously by practical regulators, according to
MCI. M reasons that retail custoners, |ike CLECs, can cancel

their Verizon service but such cancell ati on does not result in
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stranded investnent: UNE facilities will be used by future
whol esal e custoners or by Verizon itself and therefore will not
be stranded. Ml argues that TELRIC principles recognize that
| ocal network investnent will be recovered by incunbents through
retail and whol esal e usage conbined. In sum M clainms that no
| ease termnation premiumis necessary or reasonable, and that
it would only inflate UNE rates.

3. BayRi ng/ Conver sent

BayRi ng/ Conversent object to the addition of any risk
premumattributable to the cancelability of UNE | ease
arrangenents. They argue that the nonthly | ease for UNES was a
Veri zon busi ness decision. Further, they argue, Verizon is
exposed to little actual risk since its facilities will be used
whet her a custonmer uses a CLEC s |l eased facility or Verizon's
underlying facility. 1In addition, they assert that Verizon
provi ded no proof that CLECs are abandoning UNE entry, that
Veri zon nmakes no increnmental investnment in UNE facilities in the
first place, and that loop facilities in New Hanpshire have been
priced based on a utilization factor of 37.2% thus adequately
conpensating Verizon for over-capacity.

Finally, BayRi ng/Conversent reject Verizon's claim
that TELRIC precludes Verizon fromrecovering its investnents in

its network.
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BayRi ng/ Conversent argue that Verizon's cite to a
recent U S District Court ruling on a New Jersey Board of
Public Utilities decision is unavailing. The New Jersey
District court did not |ower UNE rates by 40% they assert, it
nmerely remanded the case to the BPU for further cal cul ation
BayRi ng/ Conversent maintain that Verizon should seek changes to
its rate of depreciation in the next TELRI C proceeding, rather
than attacking the problemindirectly via cost of capital

4. COCA

The OCA argues agai nst awardi ng any ri sk prem um for
Verizon’s UNE services, since the regulatory context in which
Veri zon operates already accounts for the risks it encounters.
Assets that support UNE services are either |leased to a CLEC or
returned to regul ated rate base, providing regulatory protection
according to the OCA. Only an extrene excess capacity situation
could trigger the risk Verizon clainms and the OCA argues that
extreme excess capacity is highly unlikely as Verizon does not
make capital investnents for CLECs. The OCA di sm sses Verizon's
| ease option theory as a reason to inpose a risk premum the
theory i s unorthodox and produces absurd results when applied to
Verizon's actual capital structure. Finally, the OCA argues
that the record contains no quantification of Verizon' s alleged
TELRI C shortfall and therefore it should not be seriously

consi der ed.
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5. Staff

Staff disagrees with Verizon’s definition of risk.
According to Staff, risk enconpasses both good and bad outcones
and the variability of both good and bad outconmes nust therefore
be factored into risk measurenent. Verizon's definition of
risk, Staff contends, results in an artificially high cost of
capital, focusing on a small part of the corporation and
requiring, further, a finding that the FCC s TELRIC standard is
a guarantee that the RBOC can never ever earn its assigned cost
of capital. Even if the Commi ssion were to accept Verizon’s
definition of risk, Staff argues, it should not apply that
definition to 100% of the conpany.

Staff also contends that the 5.48%ri sk prem umthat
Veri zon proposes the Comm ssion apply to the overall weighted
cost of capital should be rejected. One cannot conpare UNE
provisioning to an operating | ease of a newy built network for
the | essor’s purposes, and, as Staff further argues, it is
i nappropriate to apply an increnent to the average cost of
capital that already conpensates investors for assum ng the
ri sks the conpany faces as a whol e.
V. COW SSI ON ANALYSI S

The purpose of this docket is to determ ne the cost of
capital required by Verizon NH for its regul ated

t el ecommuni cati ons business. The parties differ over whether
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distinct rates of return nust be set for Verizon's UNE

(whol esal e) busi ness as opposed to its retail business and, if
so, howto estimate such differentiated rates. They also differ
on what capital structure should be enployed, how to determ ne
the cost of equity, and the proper estimation of the cost of
debt .

The parties do agree on the overall |egal franmework
t hat shoul d guide our decision. It is well expressed in the
OCA's brief, which we |liberally paraphrase here. The nost
conpr ehensi ve review of the New Hanpshire | aw on cost of capital
may be found in Appeal of Conservation Law Foundation, 127 N.H
606, 633 et seq. (1986). There, the Court articulated the
standard of reasonable rates and the Conm ssion’s duties in
Iight of the standard:

The Commission is bound to set a rate of return that falls
within the zone of reasonabl eness, neither so low as to
result in a confiscation of conpany property, nor so high
as toresult in extortionate charges to custoners.

ld. at 635, citing Legislative Uilities Consunmers’ Counci
v. Public Serv. Co. of NH, 119 N. H 332, 341-42 (1979).

The Court further noted that the | ower boundary of the
zone of reasonabl eness should be a rate that, at a mninum is
sufficient to “yield the cost of the debt and equity capital
necessary to provide the assets required for the conpany’s

responsibility.” 1d. Subject to exceptions permtting the

Commi ssion to assune a hypothetical capital structure and to
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make al |l owances for the relative efficiency of managenent, see
id. at 635-636, the upper boundary is a rate “sufficient to
yield a return ‘conparable to that generally being nmade at the
same tinme and in the sane general part of the country on
i nvestnents in other business undertakings which are attended by
correspondi ng risks and uncertainties.”” Id. at 635 (citing
Bluefield, 262 U.S. at 692, New England Tel. & Tel. Co. v.
State, 113 N.H 92, 95 (1973) and other authorities). The Court
has found that this zone of reasonabl eness does not include
“returns commensurate with ‘highly profitable enterprises or
specul ative ventures.’'” Appeal of Public Service Co., 130 N.H
748, 756 (1988).
A. Retail vs. UNE Cost of Capital

We address at the outset whether to set different
costs of capital for Verizon's retail and whol esale (UNE) |ines
of business in New Hanpshire. Verizon points to our order of
notice, in which we stated that one of the purposes of this
docket was to determne if TELRI C rates should be nodified to
take into account a revised cost of capital. Verizon asks that
we establish a separate cost of capital for the retail and UNE
parts of its operations, based upon different asserted risks
associated with each Iine of business. Verizon clainms that its
whol esal e provi sioning business is entirely different fromits

retail business, facing risks so disproportionately large as to
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justify a 5.48 percent risk premumapplicable to the overal
cost of capital for that separate and distinct portion of its
jurisdictional enterprise.

Essentially, Verizon is asking for a cost of capital
differentiated by rate class, in this case, retail versus
whol esal e. Such a segregated approach is not supported by the
specific facts of this case. For exanple, Verizon argues that
CLECs can di scontinue use of UNEs, and that Verizon is thus at
risk of losing revenues associated with UNE facilities. The
CLECs reply that it is unlikely that a CLEC, having chosen to
pursue UNE provisioning, will withdraw from such a business. W
need not decide which viewis the correct one. Watever the
case may be with respect to CLEC busi ness nodels, the risk of
dermand reductions is not unique to Verizon’s UNE |ine of
busi ness given that retail custoners who have not signed speci al
contracts are free to take their business to conpetitive
carriers.

It is also unclear on this record to what extent
Verizon faces the risk of stranded investnent as the result of
the departure of any group of custonmers. Both UNE and ret ai
facilities typically can be re-used by Verizon to serve ot her
custoners in the sanme |ine of business or to serve custoners in
the other line of business. This substantially reduces the

extent of risk faced by Verizon. Investnents nmade to serve
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retail custonmers can ordinarily be recovered under rate of
return regulation, so long as the expenditures are prudent. In
the case of UNEs, Verizon's lack of legal obligation to build
out its network with new facilities nerely to serve CLEC demand
mnimzes the risk it faces with respect to | oss of whol esal e
custonmers. Thus, practically speaking, all Verizon investnent
for which it clains it is at risk is actually subject to the
protections afforded by regul ation.

There are also difficulties in determ ning the
separate cost of capital for any given Iine of business. W
note that RSA 378:17-b, 1V precludes the Comm ssion from
mandat i ng separation or divestiture of Verizon into separate
whol esal e and retail firns absent |egislative approval. W find
it inappropriate to enbark on an exercise that would effectively
require us to exam ne the wholesale and retail functions
separately for cost of capital purposes. Further, even if we
el ected to engage in such a separation exercise for rate design
pur poses, on the record before us we cannot quantify the risk
differentials or allocate those asserted risks to particul ar
revenue or asset anounts as Verizon does not report those
revenues or assets in accounts separated into whol esal e and
retail activities. 1In addition, we note that neither the TELRI C

nmet hod nor the TRO requires the specification of a separate cost
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of capital. There is no requirenent under FCC rules or the TAct
that a separate cost of capital be specified for UNE rates.

We conclude that it is reasonable to view the conpany
as a whole to arrive at a weighted average cost of capital.
This overall cost of capital will be utilized by Verizon for
jurisdictional filings that require cost studies that call for
an estimate of the cost of capital. Mre specifically, we wll
use this overall weighted average cost of capital to nodify
TELRIC rates; we will also use this overall weighted cost of
capital in any future retail rate case and in exam ni ng
Verizon’ s earnings going forward.

B. UNE Risk Prem um

There are several infirmties with regard to the 5.48
percent risk prem um Verizon proposes to add to its overall cost
of capital which prevent us fromadopting it. In particular,
the nmet hod advanced by Verizon’s witness Dr. Vander Wide to
derive the risk premumis inapplicable to the UNE situation

In the article cited by Dr. Vander Wi de to support
his UNE risk prem um (Copel and and Weston), the authors
devel oped a nethod to estimate the appropriate cost (and
associated internal rate of return) for a cancel abl e equi pnent
| ease, as opposed to a non-cancel abl e equi pnent | ease.
According to Copel and and Weston, if a | essee can cancel an

equi pmrent | ease, the |lessor nust adjust the | ease fee upwards
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froma non-cancel able | ease fee to reflect any uncertainty as to
the |likely econom c value of the property at the tinmes when the
| essee may exercise this option. The risk is on the |essor, and
the required | ease paynents and internal rate of return nust
reflect this assuned risk. The authors point out that fromthe
| essor’s point of view, a cancelable |lease is equivalent in
value to a pure financial |ease (which cannot be cancell ed and
whi ch, according to the authors, has a cost equal to the cost of
debt), mnus an Anerican put option with a declining exercise
price. 1Id., at 60.

Dr. Vander Wide calculated his 5.48% risk prem um
drawi ng on the argunents devel oped in the paper, and added it to
his estimte of 12.45% wei ghted average retail cost of capital,
to arrive at his reconmended 17.93% wei ght ed average UNE cost of
capital. Whatever the nerits of the cancel able | ease analogy to
the UNE |ine of business, we find that it is not appropriate to
use the Copel and/ Weston fornulas to develop a UNE risk prem um
and add the resulting premumto an overall cost of capital to
devel op a separate rate of return for UNE | easing.

Second, use of the Copel and/ Weston theory in the UNE
context inplicitly assumes that it is only the action of the
| essee in demandi ng cancel ability that subjects Verizon to the
risk of cancellation. As the CLEC parties pointed out, it is

Verizon that restricts CLEC UNE | eases to one-nonth terns, and
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declines to offer |onger term non-cancel abl e UNE | eases.
Presumably this is a result of a judgnent by Verizon that its
risk is decreased, not increased, by shorter terns,

not wi t hst andi ng the associ ated exposure to increased risk of
CLEC di sconti nuance of service.

The anal ogy bet ween Copel and/ Weston and the UNE |ine
of busi ness breaks down further as the value of the prem um
depends fundanentally on the investnent required to serve the
| ease (Version Att. A p. 65). Copel and/ Wston state that a
hi gher investnent expense produces a higher premum (id., pp.
64-5). However, as we have noted above, Verizon is not required
to incur investnent expenses explicitly for CLEC |ines of
busi ness.

In addition, as stated in footnote 6 of
Copel and/ Weston, the | essor nust, when faced with a cancell ation
of a |lease, either “a) sell the asset at market value, or b)
|ease it again at a lower rate.” W find neither of these
scenari os persuasive for the actual business of a regul ated
provi der of UNEs. W note that the possibility of the | eased
asset returning to the retail side of Verizon’s business and
earning a higher return than the original UNE | ease is
i nappropriately excluded fromthe application of Copel and/ Wst on

t o UNEs.
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Finally, no reasonabl e basis has been advanced in this
case to apply a cancel abl e | ease anal ogy to the UNE busi ness, as
opposed to the retail business. Wth the exception of
i ndi vidual long termcontracts or special tariffs, none of
Verizon’s custoners, wholesale or retail, are bound to remain
with Verizon. Arguably, any premumthat may apply to reflect
t he cancel abl e nature of the use of Verizon’s facilities applies
to retail service as well as whol esal e service. However, as we
note above, we have no basis on this record to differentiate the
risk of retail and UNE business. |In any event, the risk of
revenue | oss fromdemand reductions is captured in the overal
rate of return, properly set, as is all risk facing the firm

The Copel and/ West on argunent, whil e perhaps sound for
t he purpose for which it was conceived, is not appropriate for
application to the UNE business. For these reasons, it would be
i nappropriate to add the proposed premumto the UNE prices, and
we decline to do so.

C. Capital Structure

I n Appeal of Conservation Law Foundation of New
Engl and, 127 N.H 606 at 636, 507 A 2d 652 (1986), the New
Hanpshire Supreme Court opined that in setting a reasonable rate
of return for a regul ated conpany, the Conm ssion nust | ook both
at capital costs and conparabl e risks outside the conpany and

al so at the “actual circunstances” of the conpany. 1d. at 635.
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The efficiency or inefficiency of managenent, for instance, may
be recognized. 1d. The Suprene Court stressed the role that
judgnent plays in setting a rate of return. Id. at 636. The
Court also stated that in striking a fair bal ance between the
interests of the ratepayer and the sharehol der as required by
Hope, the Comm ssion may inpute a capital structure that it
finds to be appropriate, rather than using the actual capital
structure. 1d. We note that in subsequent cases we have
relied upon the Court’s opinion, recognizing that “conmm ssions
are entitled to ‘nake the pragmati c adjustnents which may be
called for by particular circunstances,’” Kearsarge Tel ephone
Conmpany, 73 NH PUC 320, 326 (1988), citing Federal Power

Commi ssion v. Natural Gas Pipeline Co., 315 U S 575 at 586, 42
PUR NS 129, 86 L.Ed. 1037, 62 S.Ct. 736 (1942), and nust
“exercise ...a ‘fair and enlightened judgnment, having regard to
all relevant facts.”” Id., citing NET vs. State, 104 NH 209 at
234, 44 PUR3d 498, 183 A.2d 237 (1962) quoting , 262 U.S. at
692, ).

In our judgnent, capital structure would preferably be
based upon book val ue, not market value. W do not accept the
prem se that TELRIC principles mandate constructi on of a market
val ue capital structure for the conpany. TELRIC requires a
forward-| ooki ng estimate of capital costs, but it does not

require a capital structure based on the nmarket value of the
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conponents of the conpany’s capital exposure. A conpany’s book
val ue capital structure is within the conpany’s contr ol

Verizon has strong incentives to mnimze its financing costs
and, therefore, book value capital structure could be considered
TELRI C conpliant. Book value properly reflects the basis on

whi ch a conpany’ s nanagenent rai ses capital for investnents, and
the manner in which investors and investnent rating agencies
eval uate a conpany.

Havi ng deci ded that book value is the preferred too
for determ ning the conpany’s capital structure, we nust
exerci se judgnent in determ ning the appropriate book val ue
capital structure. W nust use a hypothetical capital structure
in the case of Verizon NH, because Verizon NH does not exist as
a legal entity, has no capital stock, and issues no debt.
Accordingly we have | ooked at the various proxies proposed by
the parties. As not ed above, Verizon did not propose a capital
structure based on book val ues. BayRi ng/ Conversent and M
recommend adoption of the capital structure of Verizon
Communi cations, Verizon NH s ultimate parent conpany: 37.60%
equity/51.70% 1 ong term debt/ 10. 70% short termdebt. Staff
recommends adoption of the capital structure of Verizon NH s
nearest reporting entity, Verizon New Engl and: 44.78%
equi ty/ 55. 22% debt as of June 2002. M. Schl egel observed in

his testinony at the hearing that it would be appropriate to
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i ncl ude short termdebt, but that when he prepared his testinony
he did not have access to sufficient data to identify the short
term debt portion of the Verizon New England capital structure.
Tr. Day |1, p. 44.

The OCA reconmmends using a | onger term historical book
val ue of Verizon New England for the capital structure of the
retail portion of Verizon's business (45% equity/55% debt), and
using a market value of the OCA s sanple firns for the capital
structure of the whol esal e business if the Conm ssion segregates
cost of capital for the retail and whol esale |ines of business.

We eval uate these recommendations fromthe perspective
of what a reasonabl e and prudent manager woul d choose for a
capital structure. It is inportant for Verizon, which remains
t he dom nant provider of essential telephony services, to
mai ntain a capital structure that adequately insul ates consuners
fromexcess debt or excess equity in the capital structure.
Undul y hi gh debt |everaging could result in liquidity
difficulties that could i npede the conpany’s ability to neet its
public service obligation. Excess equity creates a capita
structure that is too rich, and fails to take advant age of
opportunities to raise |ower-cost debt funding. Wile we
recogni ze that Verizon continues to have certain public service
obl i gations, we believe that the record denonstrates that a

prudent manager facing the need to raise capital in today’'s
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mar ket woul d pl ace greater enphasis on debt than perhaps woul d
have been warranted when the Comm ssion | ast set Verizon NH s
cost of capital. Today, debt is a significantly |ower cost
source of capital in conparison to equity, albeit both
conponents of capital are at near-record |l ows. A prudent
manager woul d seek sone additional debt financing. The
underlying capital structures recommended by Staff and the OCA
approximately 45% equity and 55% debt, reflect this prudent
appr oach.

We are m ndful of the caution expressed by
BayRi ng/ Conversent that Verizon Communi cations, |ike any
ultimate corporate parent in a holding conpany structure, has
the ability to nmanage its progenies’ debt to equity ratios such
that the actual capital structure of the subsidiary is an
unreliable basis for ratesetting.®> Indeed, the testinony of
BayRi ng/ Conversant’s witness Rothschild reveals a basis for
guestioni ng whether the capital structure of Verizon
Commruni cation’s nunerous subsidiaries may have been nanaged by
the corporation for corporate ends, thus reducing the val ue of

| ooki ng at any subsidiaries’ actual capital structure to

®Regul atory thought has evol ved since the Conmi ssion’s decision in Re New
Engl and Tel ephone and Tel egraph Conpany, 65 NH PUC 564 (1980) ( NET Order) that
rejected an argument that the consolidated capital structure of AT&T

consol idated (the ultimate corporate parent) should be used for Verizon New
Engl and’ s predecessor. At the tine the NET Order was issued, the regulatory
concept of “double |everaging,” which recognizes that part of the
subsidiary’s equity may consist of funds borrowed by the parent at |ow rates
of interest, was novel. 1d. at 585-587.



DT 02-110

52

determ ne what woul d be expected from prudent nmanagenent facing
the capital markets directly.

As to BayRi ng/ Conversant’s recommendati on that the
Commi ssi on shoul d adopt the capital structure of Verizon
Communi cations, we find that this would not be a good proxy for
t he hypot hetical prudent capital structure of Verizon NH
because the ultimate corporate parent includes a substantia
anount of riskier and unregul ated ventures such as wrel ess
services, which nmakes it too dissimlar fromVerizon NHto be a
reasonabl e proxy for setting cost of capital for the overal
jurisdictional business.

W find Staff’s recommendation to | ook to the actual
book val ue capital structure of Verizon New Engl and reasonabl e
fromthe perspective of a prudent manager. However, we find
that it is reasonable to reflect the conponents of the entire
capital structure of Verizon New England, rather than the equity
and long termdebt alone. In response to record requests we
initiated during our deliberations, Verizon provided, for the
period of January 1, 2000 to Decenber 31, 2002, spreadsheets
containing the daily bal ances of short termdebt held by Verizon
New Engl and. As part of its response, Verizon argues that short
term debt should not be included in UNE cost studi es because
Verizon primarily uses short termdebt to finance working

capital rather than plant (i.e., UNE) investnents, and because
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t he Conmm ssion has not included short termdebt in capital
structure when setting an allowed rate of return.

Regul atory literature indicates two schools of thought
regardi ng the inclusion of short termdebt in the capital
structure. Principles of Public Uility Rates, the 1988
Dani el son and Kanerschen adaptation of the sem nal work by Janes
C. Bonbright, sets out the so-called short term debt debate,
noting at p. 312 that “[S]ome comm ssions include short term
debt in the capital structure, sone do not.” According to the
authors, a factor influencing whether short termdebt is
included is whether it is a reasonably stable percentage of
total capital over tinme. |If it is stable then it could be
considered to be permanent and included. Another consideration,
rai sed by Verizon, is whether its short termdebt is raised to
support cash working capital needs, or plant investnent, at
| east in the UNE context.

In this case the | evel of short termdebt fluctuates
considerably day to day but is consistently above zero, and over
time averages well above zero; in other words, Verizon New
Engl and has consistently carried sone short termdebt. Review
of information provided in response to our record request
reveal s that the average daily balance for the thirteen nonths
endi ng Decenber 31, 2002 is 4.35% Using a thirteen-nonth daily

average snoot hes out the variation in daily levels, and reflects



DT 02-110

54

a relatively recent and thus representative |evel of short term
debt. We note that the corporate parent, Verizon

Comruni cations, has in recent quarters routinely carried

consi derably higher levels of short term debt, alnost double the
10. 7% poi nt value identified by M. Rothschild in his testinony.
See Exh. 37 (JAR Exh. 4).

Verizon' s argunents that short term debt should be
excluded fromthe capital structure are unpersuasive. Inits
Response to the Comm ssion’s Record Request 1, Verizon stated
that short term debt should not be included in the cal cul ation
of the cost of capital for use in UNE cost studies because the
conpany primarily uses short termdebt to finance its investnent
in working capital, and Verizon's investnent in working capital
is not included in the investnment conponent of UNE cost studies.
I n support, Verizon clainmed that, with regard to retail rate
setting, the Conmm ssion has not included short termdebt in the
conpany’s capital structure in setting the allowed rate of
return.

We find that sound principles of finance caution
agai nst any attenpt to “track” dollars raised by a conpany to
any specific purpose. A firmraises capital in a variety of
ways, trying always to achi eve an overall bal ance of sources to
mnimze its costs of noney. Short termcapital is routinely

rai sed not only when working capital is required, but also when
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financing is needed for plant investnents. Short term debt
rai sed for whatever purpose is routinely rolled over into |ong
term debt when an econom c opportunity arises.

W note also that Verizon nmade its working capital
argunent not in the context of an overall jurisdictional cost of
capital, but with respect to a cost of capital estimated solely
for use in UNE cost studies. See, Response to Comm ssion Record
Request 1. Even if a limtation on the recognition of short
term debt were warranted in the case of a UNE-specific cost of
capital, an issue we need not address, Verizon does not show
that it would be appropriate where, as here, the cost of capital
is being estimated for the entire jurisdictional enterprise, not
UNEs al one.

The case |l aw of this Conm ssion, contrary to Verizon's
statenent, contains specific cases, including at |east one
relating to Verizon’s predecessor in interest, in which short
termdebt is included in the capital structure for purposes of
rat emaki ng. The Conmi ssion heard argunment in New Engl and
Tel ephone and Tel egraph Conpany, 71 NH PUC 285 (1985), in favor
of lowering the equity ratio to 50% and then accepted a
settl enent agreenment that set the capital structure to include
39.03% |l ong term debt and 2.52% short termdebt. W therefore
concl ude that short termdebt is not irrelevant to our

del i berations and could be included in a reasonabl e capital
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structure. See, In re Pennichuck Water Wirks, Inc., 83 NH PUC
197 (1998); In re Ganite State Elec. Co., 81 NH PUC 359 (1996);
Pease v. New England Tel. and Tel. Co., 162 P.U R 4th 110, 1995
W 389272 , Me.P.U C. (1995); Re New Engl and Tel ephone &

Tel egraph Co., 42 P.U R 4th 182, Me.P.U.C. (1981); and In Re
Northern Utilities, Inc., Docket No. DG 03-080, Order No. 24,175
(May 22, 2003).

According to Verizon data as reported to the
Conmi ssion, and as detailed in Staff's testinony, Verizon New
Engl and' s capital structure as of June 31, 2002, consists of
$2,527,849,677 total equity and $3,116,671,594 | ong term debt,
with zero dollars of preferred stock outstanding. According to
data responses filed by the Conmpany in this docket on June 18,
2003, the average of daily short term debt bal ances of Verizon
New Engl and for the 13 nonths endi ng Decenber 31, 2002, is
$256, 908, 734. The capital structure cal cul ated based on the
above dollar figures would be 42.84% equity, 52.81%long term
debt and 4.35% short term debt.

The day to day volatility of the anmount of short term
debt, however, nmakes even a thirteen-nonth average subject to an
objection that it produces a false precision in inputing a
capital structure. Nonetheless, it is evident that Verizon has
consistently carried a small anobunt of short term debt for the

past few years and that it is prudent to continue to do so. For
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t he purposes of this docket, we conclude that a prudent nanager
woul d enploy a capital structure for Verizon that includes a
debt conponent of 55% conposed of 53% 1 ong term debt and 2%
short termdebt. Accordingly, applying our expertise to the
evi dence presented in this proceeding, we will inpute a capital
structure that is 45% equity, 53% 1l ong termdebt and 2% short
term debt .
D. Cost of Debt

The cost of short term debt was uncontested. We will
set the cost at 2% as reconmended by BayRi ng/ Conversent and MC
W will set the cost of long termdebt for determning a
forward-| ooki ng cost of capital based upon the enbedded cost of
debt for Verizon New England, 7.051% as of the bal ance sheet for
June 30, 2002, as reconmmended by Staff and by the OCA.

Use of the enbedded cost of debt was opposed by Verizon
as well as the CLECs. Verizon proposed a cost of debt based
upon the average yield to maturity on Miody' s A-rated industri al
bonds, or 7.4% pursuant to its thesis that TELRI C requires
forward-l ooking inputs to the cost of capital calculation. M
argued that the Comm ssion should use the cost of the nost
recent debt issuance whose cost is on the record, or 6.315% as
reported as of January 2003.

Anal ogous to our discussion of the appropriate capital

structure, the enbedded cost of debt presunmably denonstrates
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prudent, efficient managenent and therefore incorporates a
forward-| ooking determi nation of a conpany’s cost of debt
financing. W do not accept the proposition that a proxy is
necessary, whether an average of A rated bonds as proposed by
Veri zon, or BayRi ng/ Conversent’s proposal based upon Aaa-rated
bonds plus an additive, when the conpany’s cost of debt is
known.

In the instant case, we consider the enbedded cost of
long term debt as of June 30, 2002 to be a conservatively high
estimate of future long termdebt costs. As M points out,
since md-2002 interest rates have cone down sharply. The
Federal Reserve Board has |owered short termrates to | evels not
seen since the 1950s. In this climte, Verizon will continue to
refinance as much of its debt as it can w thout uneconom c
prepaynent penalties, thus presunably lowering its average
enbedded cost of debt over tine. However, this gradual |owering
of the average will likely be tenpered by the extent to which
exi sting debt is not susceptible to econom c refinancing, an
anount that does not appear on this record.

In setting the cost of capital, an inherently forward-
| ooki ng concept, the Comm ssion typically relies on the wei ghted
m x of actual long termdebt, including as it does ol der
i ssuances at then-prevailing rates, together with nore recent

i ssuances at nore current rates. This is done in part to avoid
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a result in which the cost of capital will reflect extrene
variations as they may be manifest in the capital markets. The
use of the enbedded cost of debt on the record in this docket,
7.051% particularly in the context of a capital structure
reflecting sone amobunt of | ow cost short termdebt, provides a
reasonabl e and conservative estinmate of Verizon NH s expected
cost of long termdebt. W therefore adopt it.

W find that 7.051% is a reasonable estinmate of the
forward-I| ooki ng cost of |long termdebt for Verizon NH, for use
in this docket.

E. Cost of Equity

In New Hanpshire, the accepted primry method for
estimating the expected return on equity is the DCF nodel. In
Penni chuck Water Works, Inc., 70 NH PUC 850 (1985), the
Conmi ssion found that the DCF nmethod achi eves the nost reliable
and consistent results. [In Pennichuck Water Works, Inc., 78 NH
PUC 621, 627 (1993), the Comm ssion stated that the DCF nethod
continues to be the appropriate way to cal cul ate the cost of
comon equity but encouraged the use of other nmethods as a test
of the reasonabl eness of the results. |In the latter case, the
Commi ssi on noted that neither the DCF nor any other nmethod is
concl usive, and that judgnent, based on reasonabl eness and
fairness to ratepayers and investors, is necessary to arrive at

a final decision
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The DCF calculation is sensitive to the assunptions
made regarding the inputs to the fornula, making judgnent
necessary for choosing the inputs. The first matter in dispute
with regard to the application of the DCF is the sel ection of
conpani es that are conparable to Verizon. Verizon' s w tness
chose a sanple of S&P Industrials, based upon his opinion that
t he general business market best reflects the risk Verizon NH
encounters as a result of the UNE provisioning portion of its
busi ness. W are persuaded that the effect of having a small
portion of Verizon's business that is associated with the
provi sioning of UNES is not commensurate with the | evel of risk
faced by the S& Industrials. W therefore do not accept the
S&P I ndustrials as a reasonable sanple for use in the DCF for
determining Verizon’ s cost of equity.

BayRi ng/ Conversent chose a sanple of three RBOCs and a
group of electric, gas, and water conpanies. The OCA s sanple
of conpani es included three distinct groups: telecomunications
conpani es, regul ated i nsurance conpani es, and gas distribution
utilities. These sanpl es may be reasonable for use in the DCF
but, in our judgnment, it is not necessary to | ook beyond
t el ecommuni cati ons conpanies to find suitable proxies in this
case.

Staff used the Val ueLi ne data on twenty

t el ecommuni cati ons conpani es, then deliberately reduced that
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nunber to three firnms that w tness Schl egel opines are
conparable to Verizon NH based on clear and quantifiable
distinctions. W approve the approach that Staff enpl oyed and
find that M. Schlegel used reasonable criteria to elimnate
unsui t abl e conpanies fromhis sanple. Verizon’s objection to
Staff’s sanple, based on the small nunber of proxy conpanies, is
not convincing. Rather than a statistical calculation for which
a larger size sanple produces results that are nore
statistically relevant, the DCF is an econom c theory for which
a nore conparabl e sanple, rather than a | arger sanple, produces
results that are nore likely to be representative of the subject
utility. The size of the sanple is irrel evant when, as here,
the sanple is not random As a result, we are not persuaded by
Verizon’s argunent that Staff’s sanple is too small to be
conparable. Nevertheless, we find that Staff’s process woul d be
inproved by limting its sanple to the two RBOCs and elim nating
Al'l Tel. Unlike the RBOCs, All Tel does not provide UNEs. Thus,
All Tel is less likely than the RBOCs to exhibit the range of
operational characteristics of Verizon and will reflect
different investor perceived risks. Therefore, based on the

evi dence before us we find that a sanple of two RBOCs i s nost
conparable to Verizon and best suited to application of the DCF

in this docket.
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Qur decision to revise the sanple used in this
application of the DCF is within our authority to evaluate the
evi dence before us. The Commi ssion’s task of evaluating and
reconciling conflicting and conpl ex evidence in the highly
techni cal process of ratemaking calls for the Conm ssion, a
quasi -j udicial board qualified to evaluate the issues in a
specialized field, to exercise its own experience and know edge.
Legislative UWility Consumers’ Council v. PSNH 119 N H 322 at
335, 402 A . 2d 626 at 639 (1979). When doing so by eval uating
evidence already in the record, it is not necessary for the
Commi ssion to give the parties notice or the opportunity to
rebut the conclusion. Petition of Gimm 138 N.H 42, 53 (1993).
As noted in Appeal of Gty of Nashua, 138 N.H 261, 265, 638
A.2d 779, 781 (1994), a board’'s findings often portray a
variation of the positions proposed by several parties, wthout
mrroring any party’ s position exactly. 1In doing so, a board
“merely enploys its statutorily countenanced ability to utilize
its experience, technical conpetence and specialized know edge”
in evaluating the evidence before it. I1d. An agency nay reject
even uncontradi cted opinion testinony if its own expertise nakes
the testinony unpersuasive. Gimm 138 N.H at 54. The nature
of adm nistrative hearings is such that strict, court-sanctioned
rul es of procedure and evidence do not apply. NET v. State, 113

N.H 92, 101 (1973). Hence, in nmaking its decisions, the
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Comm ssion can apply its own expertise to the rel evant
testi nony, exhibits, and records and reports required to be
filed by the utility. Id. at 102.

The second matter in dispute with regard to the
application of the DCF has to do with the growmh factor input.
Verizon’s use of the I1/B/E/S consensus anal ysts’ growth
estimates for S&P industrials is unacceptable for the sane
reason using the S&P industrials as a proxy group is not
warranted in this case. In addition, the 12.22%growth rate is
substantially higher than accepted | ong-run growmh forecasts for
the econony as a whole and is not justified for use in the DCF
nodel , especially the one-stage, constant growh form of the
nodel utilized by Verizon.

The inclusion or exclusion of dividends is also a
poi nt of debate with regard to the growmh factor. Staff argues
that Verizon inproperly excludes dividends fromthe growh
conponent of the nodel. W agree with Staff that Comm ssion
precedent reflects the inclusion of dividends in order to
produce an accurate return on equity estimte because “the use
of any one neasure of growth al one excludes information we
bel i eve investors consider in making their investnent
decisions.” EnergyNorth Natural Gas, Inc., 78 NH PUC 117, 122
(1993). Pursuant to DCF theory as expounded by Morin, in

Uilities’ Cost of Capital (1984) at p. 124, the expected future
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cash flows in the formof dividends constitute investnent val ue;
dividend gromh rates are a nore stable nmeasure of investnent
val ue than past growh rates of price and earnings per share.

There is no one infallible method of neasuring
expected growh. As we stated in Pennichuck Water Wirks, 78 NH
PUC 621, 628 (1993), in support of our decision to uphold and
retain the nmethodol ogy used and approved in the above-nenti oned
EnergyNorth case, expected growmh is “a quantity which lies
buried in the mnds of investors.” W are not persuaded at this
time to reconsider our prior determnation. |In the current
econony, we find it reasonable to conclude that the m nds of
i nvest ors consi der dividends when maki ng choices. 1|In an
i nvestment clinmate where conpani es can and have restated
earni ngs, dividends continue to be a sound bel | wet her of asset
val ues considered by the investnment community. We wll include
dividends within the growth factor in this application of the
DCF and accept the 50-50 wei ghting suggested by Staff and
supported by the literature.

A material question presented for decision regarding
the application of the DCF for determ ning Verizon's cost of
equity is the formof DCF version to apply. Verizon enployed a
one- stage DCF version, Staff enployed a three-stage version, and
BayRi ng/ Conver sent enpl oyed both single and nulti-stage

versions. M supports both the Staff and BayRi ng/ Conversent
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cal cul ations. The OCA enpl oyed the one-stage version but
applied it to nultiple sanple groups to obtain a range of what
it considers to be reasonable cost of equity figures.

Staff testinony supports the view that a three-stage
version of the DCF represents a val uable refinenent to the DCF
met hod of estimating the cost of capital |ooking forward over
the long term W agree. Gven the conputing power available to
anal ysts today, it is possible to nore closely natch growth rate
estimates to varying growth expectations over |onger tine
horizons. M. Schlegel used a staged approach to reflect the
likelihood that, in the longer term Verizon’s growh rate w ||
converge on the overall growth rate of the econony as a whol e.
The ability of the three-stage version to represent this
convergence is an inprovenent over the traditional single-stage
version, which assuned that early-year growmh rates would
persist to infinity. It is reasonable to assune that no firm
can stay in business over the long termwhile consistently
performng well above or well below the growth rate of the
econony as a whol e.

The three-stage version may ensure that long term
growh rates inplicit in the single-stage approach do not exceed
t he productive capacity of the econony itself. At the sane
tinme, a three-stage version ensures that long termgrowth rates

are not estimited to be so low that investors will be under-
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conpensated relative to the market as a whole. The three-stage
version could be particularly helpful in situations where there
is no regular opportunity to correct an outdated growth
assunpti on.

Veri zon argued that the three-stage version produced
counterintuitive results: producing a |ower cost of equity for
conpani es facing ostensibly higher risk. Staff responded that
the three-stage version, as inplenented by Staff with equa
wei ght given to both dividend and earnings growth, produced a
ri sk ranking that gave apparently riskier firns a higher cost of
equity conpared to apparently less risky firms. As Staff
indicated at the hearing, its three-stage version produces a
cost of equity that is |owest for water conpanies, higher for
el ectric conpani es, and hi ghest for Verizon. Tr. Day IIl. pp.
36-37, 55. Staff satisfactorily explained its calculation in
all three instances.

Further, testinony by Staff at hearing denonstrated
that Verizon's one-stage application of the DCF nodel could,
under certain conditions, produce illogical results. Both the
one-stage and the three-stage versions can produce a
counterintuitive relationship between risk, as neasured by beta
(produced by the CAPM, and the cost of equity. W concl ude
that the apparent conflict occurs between the CAPM and DCF

nodel s and not in the difference between the one-stage and the
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three-stage versions. Put differently, whether or not the CAPM
agrees with the DCF nodel enpirically at any given point in tine
is irrelevant to the decision of whether the one-stage version
shoul d be refined.

Simlarly, both the one-stage and the three-stage
versi ons, under certain conditions, can produce a cost of equity
bel ow the cost of debt as denonstrated by Dr. Vander Wide in
his direct testinmony and his criticismof Staff’s three-stage
version. (Ex. 1, JUW1 p. 3 and Ex. 3, p. 107.) \Watever the
source of these counterintuitive results, they occur in both the
one-stage and the three-stage versions and are therefore not
driven by the distinction between the two. As we do not
guestion the useful ness of the DCF nodel in this docket, we do
not reject the three-stage DCF nodel on the basis of these
criticisns.

Eval uating the three-stage version of the DCF, we find
that refining a nodel over time is not unreasonable. The nodel
takes account of the fact that the expected growh rates of
earni ngs and di vi dends quoted by financial publishing conpanies
like Value Line and I/B/E/S may refl ect expectations in the
mediumterm but are, by the statenents of these publishing
conpani es, not intended to reflect expectations for the |ong
term The three-stage version takes account of this inherent

[imtation in the data and ensures that long termgrowh rates
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do not exceed the productive capacity of the econony itself.
Such a scenario would inply that some conpanies will grow faster
than the econony ad infinitum an inplication we cannot accept.
At the sane time, the three-stage version ensures that |ong term
growh rates are not so |low that sonme investors remain under -
conpensated. In this nmanner, the three-stage version strikes a
bal ance that we find is appropriate in this proceeding.

W find the inplications of the three-stage version
appropriate in this docket. The cost of equity inplicit in
Staff’s three-stage version is slightly above OCA's estinate and
slightly below that proposed by BayRi ng/ Conversent. As Staff’s
estimate is not plagued by the inplication that the DCF growth
rate can forever diverge fromthe econony’s growth rate, we find
Staff’s estinmate to be nost reasonable and therefore adopt it.

The correction the three-stage version nmakes rel ative
to the one-stage version is small if the one-stage growmh rates
are close to the sustainable rate to begin with. In this
docket, for instance, the difference between Staff’s one-stage
and three-stage versions anobunts to approxi mtely 50 basis
points. This shows that Staff’s proposed growmh rate is
reasonable. However, the difference between Verizon's growth
rates and the sustainable growh rate is far too great for us to

conclude that its gromh rate is sustainable indefinitely.
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Veri zon argued for the inclusion of flotation costs to
the cost of equity. Verizon argued that a TELRIC conpliant cost
of capital should make all owance for such costs as a newy and
hypot heti cally constructed network would require new equity
i ssuances that would have to be financed. W reject the
conpany’s reasoning.

We have held previously that |acking any evidence of
actual or planned issuances, such costs should not be
conpensated. Re: Pennichuck Water Wirks, Inc. 70 NH PUC 850,
863 (1985), 70 NH PUC 862. Asked at the hearing, the conpany
wi tness noted that he did not study the Conpany’s history or
plans to issue new equity. Tr. Day 1, April 22, 2003, pp. 43-
44. W reject the Conpany’s request to increase the cost of
equity to account for flotation costs for the non-UNE portion of
t he Conpany’ s busi ness.

As for UNE rates, TELRIC only assunes the existence of
an efficient costing standard. It does not require tel ephone
conpanies to raise capital to actually go out and build this
efficient network. Therefore additional flotation costs would
not be incurred.

W now relate our findings thus far to the overal
question of cost of equity. W find that the nost reasonabl e
met hod to determne the cost of equity on this record is to use

the cost of equity estimated by Staff based on its m x of
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earni ngs and dividend growh estimtes for the revised sanpl e of
proxy RBOCs, applied in the three-stage DCF version, with the
first stage ending in year five and the third stage beginning in
year eleven. This method produces a cost of equity for Verizon
NH of 9.82% We find that this estimate of the cost of equity
is reasonable for Verizon NH and we adopt it.

F. Overall Weighted Average Cost of Capital

Using an inputed capital structure of 45%equity, 53%
long termdebt, and 2% short termdebt, a long termcost of debt
of 7.051% a short termcost of debt of 2% and a cost of equity
of 9.82% we find that the overall weighted average cost of
capital for Verizon NHis 8.2%

Based upon the foregoing, it is hereby

ORDERED, that for the purpose of calculating Verizon's
cost of capital the conpany shall be viewed as a whole to
determ ne an overall cost of capital that shall apply to al
jurisdictional cost studies; and it is

FURTHER ORDERED, a capital structure of 45% equity,
53% 1l ong term debt and 2% short term debt shall be inputed for
t he purpose of calculating an overall cost of capital; and it is

FURTHER ORDERED, that a cost of |long term debt of
7.051% and a cost of short termdebt of 2%shall be utilized for

t he purpose of calculating an overall cost of capital; and it is
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FURTHER ORDERED, that the cost of equity shall be
9.82% for the purpose of calculating an overall cost of
capital; and it is

FURTHER ORDERED, that the overall weighted average
cost of capital for Verizon shall be 8. 2% and it is

FURTHER ORDERED, that Verizon NH shall file revised
SGAT tariffs to reflect the cost of capital as found in this

Order by March 16, 2004.

By order of the Public Utilities Comm ssion of New

Hanpshire this sixteenth day of January, 2004.

Thomas B. Getz Susan S. Ceiger G aham J. Morrison
Chai r man Comm ssi oner Conmmi ssi oner

Attested by:

Debra A. How and
Executive Director & Secretary



